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Key Messages
¶ References are to paragraphs.

While many countries in the region are reforming their
banking and business laws, they should also strengthen
and ensure the enforcement of bank regulation. [¶ 6,
68, 114]

2 In the area of supervision and regulation, attention should
be directed at the implementation of corrective actions
put forward by supervisors subsequent to their respec-
tive examination of banks. To ensure this, central banks
should be made stronger and more independent. [¶ 3, 15,
121]

3 Lately there has been a surge in the popularity of deposit
insurance schemes and also the possibility of an overlap

in responsibilities in the area of bank supervision and early
warning systems. There is therefore a need for good co-
ordination between central banks and deposit insurance
companies through the establishment of proper coordi-
nation mechanisms and a clear definition of their respec-
tive supervisory responsibilities. Deposit insurance
schemes should generally be voluntary or optional rather
than mandatory for banks. Also partial coverage would
be better and morally less hazardous than a blanket ar-
rangement. [¶ 59, 69-74, 91-98]

4 While schemes like asset management companies
(AMCs) are useful options for cleaning the balance sheets
of problem-stricken banks during crisis, such schemes
could also be adopted in normal times and preferably
funded by the private sector. Experts rather than bank staff
or bureaucrats better handle bad loans, which can assure
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maximized recovery of asset values. It should be noted,
however, that the success of their recovery will depend
on how well they are organized in terms of human re-
sources (staffing) and the degree of independence from
government bureaucratic control or political interference.
[¶41, 87-90, 124]

5 In the area of improving access to credit for everyone,
particularly women, there are schemes at the country level,
such as the Grameen Bank, and at the international level,
such as World Women Banking, to allow this to be
achieved. Reliance on these approaches may be relatively
more preferable than forcing commercial banks, whether
publicly or privately owned, to extend micro-credit to rural
and remote areas with a view to benefit women or reduce
poverty. [¶ 133]

6 Directed credits can be effective in some circumstances
but they should conform to market discipline as well.
This would mean no subsidy of interest. They could have
sectoral but no project specific preferences. Also, they
should be economically efficient. [¶ 16, 24-32, 61-63]

7 There may be a case for establishing regional rating
agencies. This has been suggested before at similar fo-
rums but could probably commence only after substan-
tive progress has been made in the area of regional and
financial arrangements for strengthening the financial ar-
chitecture in Asia. [¶ 12-15]

8 The impact and implications of e-based banking and
commerce to the banking industry have yet to be fully
examined. Generally, there are three different aspects to
focus on IT-based banking related issues. Internally, banks
should fully utilize IT to manage risk efficiently. Exter-
nally, bank regulators should set up a standard (protocol)
for data exchange and establish an on-line monitoring
system for early warning. In terms of banking business,
factors like computer literacy and information infrastruc-
ture in the society will determine the stages of develop-
ment for business to business (B2B) or business to
consumers (B2C) approaches. As it is a business deci-
sion, bank regulators should not discourage the emergence
of IT driven banking; instead they should facilitate it by
putting proper regulations and guidance in place. [¶ 7,
103-104, 116 ]

9 Banking efficiency, corporate governance and interna-
tional competition, mergers and acquisitions will be
an important on-going process driven both by the pri-
vate sector and the governing authorities. This process
will ensure not just improved efficiency but secure a
strong foothold under intensifying international com-
petition, which is increasingly exploiting economies
of scale for the provision of financial services. [¶ 33-
35, 64-68, 80-86]

10 The areas which future seminars in this field could cover
are the regulation and supervision of non-banking finan-
cial institutions, including finance companies, investment
and life insurance companies; e-banking regulations; regu-
lation of micro-credit institutions; and bank mergers and
acquisitions. [¶ 133]

Introduction

1. The main objectives of the seminar on Banking Sector
Reform were to provide participants with better insights of
the main business and operations of banking institutions and
to enhance their understanding and practical skills in bank
supervision, risk management and restructuring to achieve
a more robust and resilient banking system in the region.
The seminar was conceived in the belief that governments
of developing countries in the region are keen on initiating
measures to reform their banking sector but have limited
technical capacity to design and implement reform measures.
Initiatives such as this seminar are meant to contribute to-
wards building capacity in this regard. The ADB Institute in
collaboration with the SEACEN Centre, Kuala Lumpur, or-
ganized this Seminar at the Istana Hotel, in Kuala Lumpur
on 14 - 23 August 2000. A total of 36 participants attended
from Bangladesh; Cambodia; Hong Kong, China; India; In-
donesia; Japan; Republic of Korea; Malaysia; Maldives;
Mongolia; Myanmar; Nepal; Pakistan; Philippines;
Singapore; Sri Lanka; Taipei,China; Thailand; and Viet Nam
representing central banks and monetary authorities, gov-
ernment agencies, deposit insurance and supervisory orga-
nizations.  Twenty resource persons shared their expertise
and experiences in the discussions.

Opening Ceremony

2. Dr. R. B. Adhikari, ADB Institute, Officer-in-charge
for the Seminar, welcomed the participants, resource per-
sons and organizers. Dr. Subarjo Joyosumarto, Executive
Director of the SEACEN Centre, who gave the welcome
remarks, stated that the seminar reflected a growing concern
in the countries of the region to ensure the safety, soundness
and stability of the banking and financial system. This capac-
ity-building seminar was timely in view of the various coun-
tries that were still undergoing banking sector reform,
especially those that were affected by the recent Asian finan-
cial crisis.

3. Dr. Masaru Yoshitomi, Dean of the ADB Institute
highlighted in his opening remarks that there was a need to
improve the regulatory and supervisory arrangements uncov-
ered during the Asian financial crisis in certain developing
countries. Bank governance was another area that needed ur-
gent attention. However, he said that the most important is-
sues related to the independence of central banks, which are
responsible to oversee the behavior and ownership structure
of banks.
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4. Yoshitomi stressed that the effectiveness of regulations
depended on their due enforcement and compliance. The su-
pervision of bank regulations is important since supervision
is the means of ensuring compliance. He said that bank su-
pervision in a globalized environment should place greater
emphasis on bank risk management and that a strong and in-
dependent bank supervision function is necessary to achieve
a sound banking system.

5. Yoshitomi was concerned that the structural problems
of the crisis-affected countries had not been effectively solved.
Such countries tended to opt for restructuring through pub-
licly-funded asset management companies. Furthermore,
structural problems were not only confined to the crisis-hit
countries, but also other countries in South Asia, transition
economies as well as countries with a banking sector domi-
nated by state-owned banks. Yoshitomi pointed out that to
reduce the risk of another banking crisis and establish a ro-
bust and sustainable banking system, inherent structural prob-
lems must be resolved at all levels, including the national level
of regulation and supervision.

6. To achieve competitiveness in the banking sector,
privatization should be implemented and the entry level must
be eliminated or reduced while simultaneously strengthening
the prudential and new regulatory framework. Market-based
banking laws and regulations were also essential to foster bank
competition and efficiency.

7. In conclusion, Yoshitomi mentioned that information
technology (IT) has become a major feature of the banking
industry and that bank examiners need to know what are the
major risks associated with the current and future use of tech-
nology and how to integrate it into the banking supervisory
framework.

Regulatory Framework for Banking
Sector

8. In the first session on Regulatory Framework for Bank-
ing Sector, Professor Jeffrey Carmichael, Chairman, Aus-
tralian Prudential Regulation Authority, provided the
backdrop for a sound regulatory framework for financial in-
stitutions. He focused on the objectives of regulation, required
regulatory structure, importance of having regulatory back-
ing and implementation.

9. He said that the nature of regulation or rules was to
ensure that the financial system functions efficiently in help-
ing to deploy, transfer and allocate resources across time
and space under conditions of uncertainty. The case for regu-
lation rests on market failure and the impact of that failure
will be on efficiency, safety and fairness. The cause of mar-
ket failure could be from anti-competitive behavior of the
industry, market misconduct, information asymmetry or sys-
temic instability.

10. The design of the regulatory structure can be based on
one or two models, be it institutional or functional. The insti-
tutional model is the most popular by which separate regula-
tors are assigned to each of the grouped institutions. This type
of model also assigns to industry regulators responsibility in
which they look at the ways banks deal with their clients,
selling practices and competition within respective industries.
In recent years, the institutional-based model had come un-
der pressure due to rapid changes in corporate structure, fi-
nancial innovation and regulatory structure. External pressure
or regulatory arbitrage is another source of pressure on the
system. The responses to this pressure can be in the form of a
regulated model, integrated regulator or functional regulator.
Although every model has its conflicting elements, the fun-
damental requirement should focus on implementing an effi-
cient system.

11. The regulatory structure – that is, a combination of insti-
tutions/regulators put together and managed with the responsi-
bilities delegated from the community – requires regulatory
backing to perform effectively. Regulatory backing offers criti-
cal support for a regulator, such as political support, legislative
backing, funding, regulatory skills and review processes. Many
banking regulators are also market conduct regulators for banks.
Legislative backing provides the powers for market integrity
regulation, such as disclosure, involvement with collective in-
vestments, conduct of banking business, injunction ability,
power to seize assets, power to levy fines and oversight of codes
of conduct. Objectives must be clear with regulatory imple-
mentation, such as the appropriate categories of regulatory tools
and techniques that should be the pre-condition for entry; on-
going conditions; surveillance methods and enforcement prac-
tices. Effective regulation requires diligent licensing, on-going
requirements, active surveillance and credible enforcement. The
regulatory framework should be proactive, taking into consid-
eration the state of development of the financial system.

Bank Prudential Regulation and
BIS Core Principles

12. In the session on Bank Prudential Regulation and BIS
Core Principles, Carmichael spoke on the background, the
philosophy and history of the BIS, the history of the Capital
Accord, and changes that had been made and the responses to
it. More importantly, core principles and other initiatives such
as corporate governance, large exposure and market risk were
also addressed. The creation of the Basle Committee in 1974
led to cooperation among regional supervisory groups in is-
suing binding minimum standards, setting core principles, best
practice guidance and preparing discussion papers on bank-
ing supervision.

13. The general principles reflected the view that banks are
a critical part of the financial system and responsibility for
their oversight rests with boards of directors and management.
Supervisory powers include fundamental legal powers, but
not a role to prevent risk or manage problems and maintain
confidence.
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14. The Capital Accord was instituted in response to the
banking collapse of the early 1970s. It sought international
harmonization on banking supervision prompted by banking
problems, loss of capital, and bank failures and collapses. The
proposed new framework focused on the objectives for safety
and soundness; competitive equality; comprehensive approach
to risk; and extended to all banks built within the pillars of
minimum capital, supervisory review and market discipline.
The new system of risk weighting was for the use of external
ratings, cumulative default probabilities, and economic and
regulatory capital.

15. On the methods of on-going supervision, he highlighted
that supervision should include both on-site and off-site analy-
sis in which supervisors must have regular contact with bank
management and must understand the banking operations. The
supervisor should also review the implementation both on a
solo and on a consolidated basis. Supervisors must have in-
dependent validation of information through on-site exami-
nation or external auditors and must have the ability to
supervise on a consolidated basis.

Bank Supervision and Risk Management

16. In the session on Bank Supervision and Risk Manage-
ment, Carmichael approached this topic by covering the tra-
ditional approach to credit risk, including the approach of the
regulator prior to 1990s, the problems encountered in the late
1980s and in the early 1990s. This latter period experienced
the worst loan losses  in over 50 years. There were common
characteristics such as excessive exposures to individual bor-
rowers, excessive exposure to sectors, excessive reliance on
collateral and poor credit evaluation.

17. Carmichael explained that credit risk evolves out of cus-
tomers or counter-parties who default on their obligations.
Such risk can be related lending, trading securities business
and corresponding banking. By diversification, risk pooling
helps to smooth loss distribution and diversifies risk. He
stressed that banking supervision is increasingly an exercise
in risk management.

Bank Regulation and Supervision
in India

18. In his presentation on Bank Regulation and Supervi-
sion in India, Mr. R. Muralidharan, Director, Department
of Banking Operations and Development, Reserve Bank
of India, said that his country had embarked upon a sustained
economic reform program of the financial sector since 1991.
Its approach to financial sector reforms was under constant
review for further improvement to bring the regulatory frame-
work to international standards. He said that current bank
exposure to single borrowers and groups of borrowers has
been kept at twenty percent and fifty percent, respectively, of
the bank’s capital funds (sixty percent if the additional ten
percent exposure is to infrastructure projects such as ports,
telecommunications, roads and power).

19. Guidelines on early warning systems and risk manage-
ment in banks were issued in 1999 to serve as benchmarks
for banks, which have yet to establish an integrated risk man-
agement system. Banks were also being advised to set defi-
nite time frames for improving their existing risk management
systems.

20. In recognition of the need to move toward international
practices and benchmarks, efforts are being made to bring
about the following changes and definitive time frames: rais-
ing of capital adequacy ratio to ten percent; reduction of gross
non-performing assets to five percent keeping in view the need
to ensure adequacy of credit flows to production activities;
categorizing a substandard asset as doubtful after twelve
months; moving over to income recognition norms of ninety
days as against 180 days.

21. Despite continuous re-capitalization by the Government
of India, three fairly medium-sized nationalized banks had
continued to show operating losses. He said that the Govern-
ment was examining the feasibility of setting up an Asset Re-
construction Corporation (ARC) for cleaning up the balance
sheet of weak banks.

22. According to Muralidharan’s analysis, the Indian expe-
rience shows that globalization will decide the future course
of bank regulation and supervision, a rigid benchmark ap-
proach will prove to be a difficult challenge, flexibility and
country specific measures may be necessary and sequencing
of steps to prevent systemic problems are essential although
progress may be slow.

23. India has accepted the need for consolidated supervision
and, as a first step, banks have been advised to provide addi-
tional capital in their books for any shortfall on a consoli-
dated basis. Furthermore, the consolidation of accounts and
the convergence of capital and other regulatory standards in
respect of all categories of financial entities would need
amendments to existing statutes and close coordination among
regulators.

Bank Regulation and Supervision
in Malaysia

24. Ms. Nor Shamsiah Yunus, Director, Bank Regulation
Department, Bank Negara Malaysia (BNM), spoke on
Bank Regulation and Supervision in Malaysia. She said
that the Malaysian banking sector comprised three main types
of institutions: namely, the commercial banks (including two
Islamic banks), finance companies and merchant banks. Ma-
laysia has adopted the Basle Capital Accord on counter-party
risk exposure measurement. Currently, the minimum risk
weighted capital ratio (RWCR) is set at eight percent. She
said that BNM is also in the process of expanding the Capital
Adequacy Framework to incorporate market risk based on
the BIS 1996 recommendation on the “Basle Amendment to
the Capital Accord to Incorporate Market Risk”.
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25. For risk control, regulations include imposing single
customer credit limits, prohibition of connected lending and
any directors or staff of a banking institution to grant loans in
excess of authorized limits. They aim at ensuring that the bank-
ing institution’s risks exposure is properly identified, moni-
tored and managed.

26. Protective regulation was also imposed especially with
the objective of preventing systemic failure of the financial
system and maintaining public confidence. The Banking and
Financial Institutions Act (BAFIA) provided BNM with wide
jurisdiction to revamp the management of problem or ailing
institutions, restructure these ailing institutions through re-
capitalization or merger and, if necessary, liquidate them in
the least disruptive manner. Protective regulation has been
carried out during the last financial crisis on a few occasions.

27. On the other hand, banking institutions are required to
conduct stress tests on a quarterly basis to assess their resil-
ience under various scenarios and to detect possible sources
of vulnerability so as to allow banking institutions to identify
problems early and to take pre-emptive measures to deal with
them.

28. Presently an early warning system, Alert and Warning
System (AWAS), is used to detect and address potential fi-
nancial problems of banking institutions by reviewing the lat-
est available financial data. To enhance the current early
warning system, a predictive model will be developed with
the technical assistance of the World Bank to detect emerging
trends and early warning signals so that pre-emptive actions
could be taken. This would supplement the current procedures
of off-site division.

29. Corrective action will be taken based on the examiners
report wherein they would provide recommendations agreed
upon by BNM and the banking institution for the latter to
take corrective action. The banking supervisors’ assessment
of the corporate governance of a banking institution is re-
flected in the management component of the Capital, Asset
Quality, Management, Earnings and Liquidity (CAMEL) rat-
ings of that institution.

30. In the area of bank regulation and supervision, the two
episodes of recessions in the mid-1980s and in the late 1990s
had provided Malaysia with valuable lessons and had later
helped to shape the course of its supervisory orientation. The
1985-86 economic downturn had placed significant strain on
the operations of the banking sector and the deposit taking
cooperatives (DTC) episode clearly illustrated that BNM must
have the authority to monitor, supervise and regulate all de-
posit taking activities.

31. Shamsiah said that another important lesson learned was
the undesirable effects of rapid balance sheet expansion of
banking institutions in the 1990s in their bid to gear up for
global competition. An incentive-based system named as the
Two-Tier Regulatory System (TTRS) was introduced in 1994
to create banking institutions that are not only strong but also

well managed and able to innovate and compete domestically
and internationally. It gives Tier-1 institutions a more liberal
regulatory environment within which to operate, with the view
of encouraging these institutions to merge in order to build
up their capital base and eventually undergo reforms to in-
crease their competitiveness.

32. When the financial crisis of 1997-98 occurred, however,
commercial banks began to experience significant deteriora-
tion in their loan assets amid the turmoil. It was learnt that
among the badly performing banking institutions, aggressive
loan growth strategies had compromised risk standards and
poor asset quality. She said that TTRS had taught Malaysians
that wrong incentives may lead to wrong outcomes, even
though TTRS had encouraged rapid and extensive loan growth
since the management aimed solely to generate the requisite
returns to service huge external financing. TTRS has since
been abolished.

Bank Mergers and Acquisitions

33. In the session on Bank Mergers and Acquisitions, Dato’
Ismail Shahudin, Executive Director, Malayan Banking
Berhad said that for the sake of survival financial institu-
tions had emphasized the need for efficiency through merg-
ers and acquisitions. There was urgency due to the speed of
change in the global financial environment, which had cre-
ated more competition due to structural deregulation among
many financial institutions. He added that technology is re-
shaping the banking industry by being: (i) a consolidator where
institutions are forced to consolidate to strengthen market
position, (ii) a globalizer as barriers to entry collapse and force
institutions to move away from being just a local industry,
(iii) a dis-intermediator as financial institutions no longer
monopolize information and access to market participants,
and (iv) a liberalizer as it gives savers and investors access to
better financial products and services.

34. Malaysia thus far has the experience of three major bank
mergers. Mergers and acquisitions are the first step for finan-
cial institutions to survive in the new business environment.
However, he said that often, mergers can go wrong due to
failures in implementation and lack of integrated planning.
Also, excessive premium and synergy have been overesti-
mated.

35. He noted that the challenges for Malaysian banks fo-
cused on harmonizing national and individual corporate goals;
handling public perceptions; and handling post-merger inte-
gration issues such as redundancy, harmonization of systems,
technology platforms and corporate culture.

An Analytical Framework for Assessing
the Quality of Banking Sector

36. In giving his presentation on An Analytical Framework
for Assessing the Quality of Banking Sector, Dr. James
Chan-Lee, Visiting Scholar, ADB Institute; Microeconomic
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Consultant and Lecturer, l’Ecole Superieure de Commerce
de Rouen on European Economics, France, highlighted that
good prudential supervision is a critical factor for avoiding
financial crises. Repeated financial crises since the 1980s have
underscored the critical role of sound, independent pruden-
tial supervision systems, efficient legal systems, financial
market transparency and a good banking system. With this
backdrop, he introduced an indicators-based analytical frame-
work for assessing the health (quality) of the banking sector.

37. Since the methodology is microeconomic, it differs mark-
edly from those of international credit rating agencies, as it
appeals to microeconomic and regulatory theory rather than
macroeconomic phenomena. Twenty-seven indicators cover-
ing prudential supervision, the strength of the banking sector
and the depth and liquidity of capital markets have been used
in the framework. In his presentation, eleven indicators have
been used to proxy the quality of prudential supervision and
twelve for the banking system, while the others cover the capi-
tal market.

38. The indicators give analysts a snapshot of a policy ma-
trix, which is a transparent scorecard to rate countries in spe-
cific areas. It is also a basic step in an objective assessment of
the pragmatic possibilities for improvement in the policy-run.
The quality and reliability of the information available limit
an indicators-based approach. If properly used, however, they
can highlight comparative strengths and weaknesses and the
scope for adopting better practices.

39. Quantifiable indicators also provide policy analysts with
a transparent set of criteria to judge where specific countries
are at a specific point in time and what specific areas need to
be improved. These indicators are also a useful political lever
to spur microeconomic reform via peer comparison. Finally,
they support the view that those countries that have the great-
est ability to adapt to a rapidly changing environment pursue
free market oriented microeconomic policies.

Progress in Bank Restructuring

40. Dr. Juzhong Zhuang, Senior Economist, Regional
Economic Monitoring Unit, ADB gave an update on the
Progress in Bank Restructuring. He highlighted that sig-
nificant progress has been made in bank restructuring in cri-
sis affected countries, but the restructuring process is far from
complete. In Indonesia and Thailand, where the NPL ratio of
the banking sector remains at 37 percent and 32 percent re-
spectively, repairing the impaired financial systems remains
a formidable task for the governments.

41. In Indonesia, Korea and Malaysia, publicly-owned AMCs
have so far taken over only around 40-50 percent of the total
NPLs in their financial systems, but the process of asset dis-
posal by AMCs has been slow. KAMCO in Korea and
Danaharta in Malaysia are relatively successful in disposing
of assets, but only less than 40 percent of their total NPLs
have been disposed.

42. Around 50-60 percent of NPLs has been left to banks to
work out themselves in Indonesia, Korea and Malaysia. In
Thailand, under a market-led approach, the primary respon-
sibility for finding new capital and resolving NPLs has been
largely left to the private banks. No consistent data on re-
structuring by banks themselves are available but progress is
believed to be slow.

43. He indicated that it is likely that further resources for re-
capitalization of banks will need to be found in Indonesia,
and possibly too in Thailand, where private capital may be
more forthcoming. Given the more modest scale of the capi-
tal shortfall in Korea and Malaysia, economic recovery should
go a long way toward healing the bank balance sheets. In the
Philippines, the private sector is being left to address addi-
tional capital needs. Over the longer term, the future safety of
financial sectors in affected countries will depend not only
on buttressing balance sheets, but also on further strengthen-
ing of operational restructuring and the regulatory and super-
visory systems, and improving banking and corporate
governance.

Bank Restructuring Options

44. In his presentation on Bank Restructuring Options, Mr.
Paul Rusten, Director, Financial Sector Restructuring,
Arthur Anderson, United Kingdom, spoke on the external
perspective of financial sector restructuring and highlighted
that the success factors involve prompt recognition of the prob-
lem with immediate and dramatic regulatory and supervisory
reforms. In sharing his experience, he said that banks must be
restored, restructured or dissolved promptly to restore strength
in the sector and public confidence. Bankers must not be dis-
tracted by the resolution of loan portfolios and investigations.
The take over of problem loans and assets should receive
prompt and expert attention to maximise remaining value, as
occurred in Norway and Sweden.

45. He emphasized that the government must stand united
in its chosen course of action to give foundation to confi-
dence rebuilding in the banking sector, which should be car-
ried out according to a plan. Competent bankers must be
able to focus on rebuilding the sector by ensuring that best
practices in banking are introduced and maintained in the
surviving banks. Weak banks and bankers must be identi-
fied and promptly dealt with. An asset management com-
pany must be formed to receive problem loans and assets,
thereby focusing appropriate skills and resources to maxi-
mizing value, while relocating the problems outside the com-
mercial banking sector.

46. Rusten stressed that the impact of delays would make
tracing difficult and provide excuses for customers or third
parties. It could damage good customer relationships and
impair the ability of authorities to make deals.
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Bank Restructuring in Korea

47. Dr. Jae-Ha Park, Senior Capacity Building Special-
ist, ADB Institute gave a presentation on Bank Restructur-
ing in the Republic of Korea. Park said that the Korean
economy had made a remarkable recovery from its near col-
lapse during the fallout of the financial crisis that erupted in
November 1997. GDP grew 10.7 percent in 1999 and was
estimated to have grown by eleven percent in the first half of
2000 in sharp contrast to the decline of 6.7 percent in 1998.
As of end-June 2000, Korea’s usable foreign reserves rose to
an all-time high of $90.1 billion due to continued current ac-
count surpluses and a record amount of foreign capital in-
flows.

48. The economic rebound was propelled primarily by the
sweeping reforms carried out in four sectors of the economy
– namely the financial, corporate, labor and public sector –
and also because of the government’s timely implementation
of macroeconomic policy adjustments.

49. As a first step toward achieving swift and prudent finan-
cial reforms, the government established an institutional frame-
work to coordinate and monitor the reform process. A package
of thirteen financial reform bills was enacted to facilitate fi-
nancial restructuring and improve prudential regulation. It also
sought to accelerate capital market liberalization which involved
granting independence to the central bank, establishing a neu-
tral consolidated Financial Supervisory Commission (FSC), and
liberalizing foreign ownership of Korean securities.

50. Non-viable financial institutions were also closed. For
those institutions considered viable, public funds were injected
on the condition that they made intensive efforts themselves
to achieve a turnaround through staff reductions, mergers or
re-capitalization. The most severely distressed banks, namely,
the Korea First Bank and Seoul Bank, were nationalized
through equity injections by the government and KDIC and
were allowed to continue their operations.

51. While Korean authorities had primarily concentrated
their efforts in the banking sector, they had also taken steps to
rectify structural problems inherent in the non-banking finan-
cial institutions (NBFI), including insurance companies, mer-
chant banks and investment trust companies. Overall, 247
financial institutions were liquidated, 115 merged and 78 had
their licenses suspended by the end of April 2000.

52. By the end of 1999, the government had mobilized and
expended about 64 trillion won of fiscal resources. Out of the
64 trillion won, 43.5 trillion won was used by KDIC to re-
capitalize the ailing financial institutions and protect depos-
its in financial institutions closed down by the government
and the remaining 20.5 trillion won was injected to support
the disposal of NPLs by KAMCO. As a result of all these
efforts, nearly all Korean banks were able to achieve the BIS
capital adequacy ratios of ten percent and are well on the way
to becoming ‘healthy’ banks.

53. Concluding, Park said that the future plan for banking
sector reform should continue with the strengthening of the
“software” aspect of reform, a drive which should be led pri-
marily by the financial institutions themselves based on newly
established rules and regulations. In July 2000, the govern-
ment set out the directions and principles for the second stage
of financial sector reform and restructuring aimed at enhanc-
ing the global competitiveness of domestic financial institu-
tions.

Banking Sector Restructuring
in Malaysia

54. Banking Sector Restructuring in Malaysia was pre-
sented by Mr. Chris W.K. Lee, Manager, Corporate Debt
Restructuring Committee (CDRC) Secretariat. Lee ex-
plained that the restructuring of the banking sector in Malay-
sia began before the financial crisis. The BNM strengthened
its regulatory and supervisory functions, including imposing
more stringent compliance guidelines and curbing loans to
non-productive sectors.

55. Thus the banking sector entered the crisis in a position
of strength with robust growth, healthy balance sheets and
good profitability. Nonetheless, rising NPLs and illiquidity
of corporate borrowers exposed the vulnerability of the bank-
ing sector. The fast growth led to complacency in credit man-
agement. Financial distress for the banking and corporate
sectors reached its peak in mid-1998 and this was attributed
to a combination of financial and demand shocks transmitted
by the contagion effects of the regional crisis, worsened by
the structural weaknesses in the domestic market and the poor
financial structure of public companies.

56. Malaysia’s banking and corporate debt restructuring
forms part of the broader economic measures taken by the
government to pull the country out of its worst-ever slump
and to achieve self-sustaining economic recovery by stabiliz-
ing the financial markets, restarting credit flows and stimu-
late domestic demand. Liquidity problems were overcome by
injecting liquidity into the banking system through money
market operations, placement of deposits and lowering of
statutory reserve requirements. Insolvency problems were
solved through the involvement of the banking sector recapi-
talization by Danamodal, the sale of NPLs to Danaharta and
debt restructuring through the establishment of CDRC.

57. Lee said that the Malaysian government’s short-term re-
structuring objectives are to prevent a banking crisis, encour-
age financial institutions to continue to lend, enhance market
efficiency and support economic recovery. Its medium to long-
term objectives focus on creating a resilient banking system,
developing an efficient and competitive banking sector, broad-
ening and deepening of the financial markets, and strength-
ening of the financial infrastructure.
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Banking Reform in Taipei,China

58. Speaking on Banking Reform in Taipei,China, Dr.
Thomas Tunghao Lee, National Chengchi University,
Taipei,China, said that although Taipei,China was less af-
fected by the Asian financial crisis, there was the threat of a
total breakdown of the country’s financial system. The gov-
ernment had not allocated the necessary budget to close prob-
lematic institutions. Compounding the problem was the
struggle between the DPP President and KMT controlled Leg-
islative Yuan. The Banking Act and Bank Merger Act were
held up in the Legislative Yuan and the Financial Holding
Company Act was still on the drawing board. He indicated
that with the unstable political environment, Taipei,China
would be unlikely to complete its financial reform before the
end of 2001.

59. The deposit insurance system in Taipei,China, which
started in 1985 was initially a voluntary insurance program.
Many community financial institutions did not join due to the
cost and government indifference. In 1995, a panic bank run
on the Chang-hwa Fourth Credit Cooperative started serious
similar runs on uninsured community financial institutions.
The promulgation of the Amendment of the Deposit Insur-
ance Act in 1999 was to make deposit insurance compulsory,
but it was not accompanied with the necessary government
fund transfer to replenish insurance pay-off special reserves.

60. In the proposals for banking reform, he said that the ma-
jor agenda was in establishing the Financial Supervision Com-
mittee, passing the Amendment of Banking Act, Bank Merger
Act, resolving problematic community financial institutions
and the corporate governance of banks. He said that banking
reform in Taipei,China was not as progressive as expected.
This was due to a lack of consensus among various political
parties on what reform measures to implement.

Banking Reforms in Japan

61.  In his presentation on Banking Reforms in Japan, Mr.
Masakatsu Nagashima, Director, Chief Economist, Re-
search Planning Department, Japan Center For Interna-
tional Finance (JCIF), shared the latest experiences in
banking reforms in Japan with participants.  He first presented
to participants the merging and acquisition history in the Japa-
nese banking industry, and then went on to explain the driv-
ing forces to accelerate banking reforms, the restructuring
process, the implications surrounding Japanese banks and the
future direction of the Japanese banking sector.

62. A major financial sector reform program, the ‘Big Bang’,
was initiated in 1998, but a heavy-handed approach was
adopted to manage non-performing loans. Many financial
institutions went bust and the financial meltdown began. In
response to the crisis and a step towards change, the govern-
ment established the Financial Supervisory Authority (FSA)
in June 1998 to strengthen the financial sector and introduced
several policy measures to promote transparency. Furthermore,

government agencies and ministries were streamlined to fos-
ter a more efficient and decentralized administrative process.

63. Prompt corrective action in Japan included capital in-
jections and the introduction of three schemes for dealing with
failures of financial institutions. The Long Term Credit Bank
of Japan and the Nippon Credit Bank were nationalized. Capi-
tal was injected into viable banks. He indicated that the FSA
performs two main functions previously vested with the Fi-
nance Ministry, namely, supervision and inspection.

Corporate Governance & Financing in
Asia: Key Findings & Policy Implications

64. In his presentation on Corporate Governance & Fi-
nancing in Asia: Key Findings and Policy Implications,
Dr. Juzhong Zhuang, ADB Senior Economist, said that cor-
porate governance is a key policy issue now confronting many
governments in East Asia. It was felt that countries that suf-
fered dramatic reversal of fortune during the Asian financial
crisis have identified weaknesses in corporate governance as
one of the sources of vulnerability that led to their economic
problems in 1997.

65. In this context, the ADB launched a study with the ob-
jectives to evaluate the historical development, the current
state and the major weaknesses of corporate governance and
financing in the affected countries; to establish a sound ana-
lytical basis for the design and implementation of policy and
regulatory reform measures for strengthening corporate gov-
ernance and for improving the efficiency of financing and
investment of the corporate sectors in various countries in the
region; and to identify areas where interventions by the ADB
could be effective.

66. The findings of the country studies supported the view
that poor corporate governance was one of the major con-
tributors to the building-up of vulnerability in the affected
countries that finally led to the Asian financial crisis in 1997.
The findings suggested that weaknesses in corporate gover-
nance in these countries appear to owe much to highly con-
centrated ownership structure, excessive government
intervention, under-developed capital markets, and a weak
legal and regulatory framework for investor protection.

67. The studies highlighted that there were important varia-
tions in the quality of corporate governance across the five
affected countries and proposed reform measures for
strengthening corporate governance and improving the effi-
ciency of corporate financing in these countries. These in-
clude the following areas, namely, (i) corporate ownership
structure, corporate internal control and shareholder protec-
tion, including the system of the board of directors, minor-
ity shareholder rights, participation by institutional
shareholders and transparency and disclosure; (ii) external
monitoring and disciplining, including creditor monitoring,
insolvency procedures, the market for corporate control,
security market regulations and competition in product mar-
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ket; and (iii) capital market development and corporate fi-
nancing.

68. Some of the reform measures may take considerable time
either to establish or for their effects to be felt, such as devel-
oping capital markets, promoting market competition, facili-
tating the market for corporate control and encouraging
participation by institutional shareholders in corporate gov-
ernance. Governments need to identify a few priority areas
where reforms could be most effective in the short to medium
term. Zhuang said it is also important to realise that amend-
ing corporate laws and regulations cannot alone guarantee
the strengthening of corporate governance.

Deposit Insurance: A Component of the
Financial Safety Net

69. Mr. Ricardo M. Tan, Executive Vice President, Phil-
ippine Deposit Insurance Corporation (PDIC) gave a pre-
sentation on Deposit Insurance: A Component of the
Financial Safety Net. The design of a deposit insurance sys-
tem (DIS), according to Tan, depends largely on public policy
objectives. Countries with formal DIS in place have common
objectives of providing protection to small depositors and
maintaining stability in the financial system.

70. When setting up a DIS, policymakers face a trade-off
between financial stability and market discipline due to moral
hazard. Moral hazard exists when participants in the system
engage in riskier behavior than they otherwise would in the
absence of deposit insurance. Banks, on the other hand, may
be encouraged to engage in riskier transactions since deposi-
tors will be compensated at little cost to themselves should
their gamble fail to pay off.

71. A strong financial system should have a sound legal
framework; stable macroeconomic environment and policies
supporting a safe and sound banking system; appropriate regu-
lation and effective supervisory system; compliance with ac-
counting, auditing, and regulatory standards; and an effective
disclosure regime. These conditions provide an ideal scenario
for establishing a DIS.

72. For DIS to be effective, membership to the system should
be mandatory, mandates and responsibilities for all agencies
in the safety net clearly defined and funding mechanisms well-
defined.

73. On risk management issues, it should be clear that the
main purpose of the insurance fund is to meet depositors’
claims arising out of bank closure. There is therefore a need
to set a target level for the fund to ensure adequacy. In lieu of
a perfect system for assessing risks of closure in the system, a
common practice is to set the target level at a percentage of
total or entire insured deposits, as in the United States, which
has been set at 1.25 percent of insured deposits. Tan reiter-
ated that the deposit insurance fund is meant to address fail-

ures that are non-systemic in nature. Systemic failures will
require some form of government support.

74. The methods deposit insurance systems use to handle
bank failures are usually guided by the least-cost principle.
The alternative resolution methods would include closure and
deposit pay-off, purchase and assumption, and open bank as-
sistance.

Risk Management Development in
Commercial and Investment Banks and
the Current Best Practices

75. Mr. Robin Fox, Chairman, Lombard Risk Consult-
ants Ltd, United Kingdom, spoke on Risk Management
Development in Commercial a Investment Banks and the
Current Best Practices. Bankers had always known about
credit and liquidity risk, but the concept of market risk is rela-
tively new and operational risk has only begun to be quanti-
fied in recent years.

76. Retail banks still sometimes allow individuals to au-
thorize small loans, but most institutions would now demand
at least two signatures, except perhaps on the routine re-
newal of overdraft limits. A Credit Committee would give
better results than a string of individual approvals. There
are various factors to be taken into account in this respect.
Firstly, it is important that senior officers in the bank know
and understand what new credit risks are being taken on.
Secondly, the reward for such risk should be examined criti-
cally, i.e. whether the projected return is adequate and in
line with the bank’s profitability standard. Thirdly, account-
ing for any new type of credit can be agreed including the
risk profile over time and when profit should be taken into
account as well.

77. It is appropriate for a financial institution to have an
Assets and Liabilities Committee (ALCO) to look at the total
balance sheet of the bank and to approve any major changes.
The taking of a new credit may be delegated to the Credit
Committee and the Credit Department, but it is essential that
a full presentation regarding the risks being run should be
made regularly to the ALCO. The ALCO or the Board of Di-
rectors will want to know how vulnerable the bank and its
profitability are to changes in the various factors.

78. For many banks, market risk still means for the most
part exposure to a bond portfolio issued by the government.
However, most banks now have a further range of exposures,
which are market risk sensitive, and these may be derivatives
or they may be bonds of different types. Corporate bonds are
a good example of market and credit risk contained in one
instrument. The credit standing of even government issuers
can change as can be seen during the Asian and Russian prob-
lems in recent years. The job of the risk management unit is
not to eliminate losses but rather to minimize them. Most banks
with trading portfolios now use Value-at-Risk or VAR as a
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measure of daily risk to cover the likely loss in a given period
in the portfolio.

79. It is often said that risks can be caused by people, pro-
cesses, policies or technology. Operational risk losses, which
in simple terms means losses arising in the back office, can
be caused by any of these. In the case of Barings, its manage-
ment is negligent on at least 10 out of 21 as mentioned in the
list of check points.

Corporate Governance and Banks

80. Speaking on Corporate Governance and Banks, Dr.
V.V. Desai, former Chief Economist, ADB, said that the sepa-
ration of ownership from the management of companies gives
rise to the ‘agency’ problem, with the possibility that manag-
ers (i.e. agents) who have the day-to-day control over a
company’s resources may use these inefficiently, or worse,
use them to serve their own interests rather than those of the
owners (principals). Corporate governance tries to address
such an agency problem.

81. Desirable corporate governance is as important for the
efficient performance of banks as it is for non-financial en-
terprises. Banks have a special status in the economy as they
are a critical component of its payments and credit system
and have direct and immediate impact on the credibility and
integrity of that system.

82. Poor corporate governance of banks has been identified
to have caused or aggravated several financial crises around
the world. In the absence of proper governance systems, sev-
eral banks undertook excessive risks themselves and also per-
mitted equally imprudent behavior on the part of their
borrowers. Bank management focused on credit expansion
rather than asset quality; short-term profits rather than viabil-
ity; relationships and other considerations rather than finan-
cial soundness.

83. It has been suggested that desirable corporate governance,
such as timely disclosure of information and effective super-
vision by boards and regulatory agencies, was ineffective or
absent. Such would have enabled early detection of the main
problems in the banking system, namely the decline in asset
quality, related-party lending, excessive leveraging and over-
exposure to unhedged short-term external borrowings.

84. In recognition of the importance of desirable corporate
governance for the banks, the BIS developed guidelines (En-
hancing Corporate Governance for Banking Organizations,
Basle Committee on Banking Supervision, September 1999
at www.bis.org) on the standards and norms for corporate gov-
ernance practiced by banks. The guidelines also advocate that
the corporate governance of banks should be concerned with
the day-to-day operations of the banks. This is due to the na-
ture of the financial intermediation, which has to grapple with
risks and mismatches at all times. Moreover, banks are sus-

ceptible to ‘attacks’ on account of even the perceived weak-
nesses of their own or other banks.

85. In several countries, banks remain under partial or com-
plete government ownership. In the aftermath of the financial
crisis, most banks in crisis-affected countries reverted to gov-
ernment ownership. These banks have been seriously weak-
ened by the crisis and their private owners are unable to
provide the resources needed to restructure and re-capitalize
them.

86. The issues encountered in establishing desirable corpo-
rate governance in the government-owned banks in India pro-
vided some relevant information in this context. Desai noted
that corporate governance of public sector banks (PSBs) in
India remains weak and unsatisfactory. While many signifi-
cant measures have been introduced to strengthen PSBs since
the reform process was initiated in 1991, those for improving
corporate governance have been limited in scope and impact.

Role of Asset Reconstruction Companies

87. Desai also spoke on the Role of Asset Reconstruction
Companies. In this session, Desai said asset reconstruction
companies (ARCs), as they are called in India (and are similar
to AMCs), were established to acquire impaired or non-per-
forming assets from banks and financial institutions, and to
recover enhanced value from their orderly disposal. Several
developed and developing countries have used ARCs to re-
move NPLs from the banks especially when NPA levels were
unsustainably high. The experience showed that ARCs had
succeeded in rapidly removing NPLs from the banks, and con-
tributed to the acceleration of banking sector restructuring.

88. Asset value recovered by ARCs often ranged from twenty
to fifty percent of book value. Recovery from individual as-
sets, however, may range from negligible to 100 percent, de-
pending on a number of variables. Such variables include the
composition and condition of underlying security; adequacy
and effectiveness of debt recovery and bankruptcy-related le-
gal provisions and procedures; prevailing economic environ-
ment and expectations.

89. While looking at the recovery performance of ARCs, it
is necessary to recognize that the non-performance of an as-
set usually follows from a significant erosion in an asset’s
value or its earning capacity. It is important also to note that
the alternative of not selling NPLs imposes direct and indi-
rect costs on the economy, such as the bank’s inability to pro-
vide new credit.

90. Desai said that in most developing countries, markets
for NPLs are practically non-existent which poses severe
constraints to their rapid disposal. In the absence of func-
tioning markets and alternative demand for NPLs, default-
ers become perhaps the only credible customers of NPLs.
By promoting the development of markets for NPLs, ARCs
could accomplish more and higher levels of recovery. It is
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through the creation of a market for NPLs that the possibil-
ity of moral hazard can be effectively and significantly mini-
mized.

Deposit Insurance Scheme
in the Philippines

91. Mr. Ricardo M. Tan, Executive Vice President, Phil-
ippine Deposit Insurance Corporation (PDIC), covered the
subject on Deposit Insurance Scheme in the Philippines.
By virtue of the PDIC’s Charter of 1992, it was given the
authority to examine banks independently from the Central
Bank of the Philippines (presently known as Bangko Sentral
ng Pilipinas or BSP). In order to avoid unnecessary costs due
to duplication of examination activities, findings are shared
between the BSP and PDIC. He then presented PDIC’s poli-
cies, procedures and experiences.

92. Practices that are found to be unsafe and unsound are
discussed with the management of member banks and pre-
sented for deliberation to the PDIC Board. The confirmation
of such findings is then referred to the BSP Monetary Board
for further action. Continuous failure by the bank to correct
unsafe and unsound practices is subject to financial penalties
and may be the basis for termination of insured status. The
power to terminate insurance status is a means of enforcing
compliance and limiting potential insurance losses likely to
occur from deteriorating financial condition if unsafe and
unsound practices remain unchecked. As of mid-2000, 38 rural
banks have had their insurance status terminated for non-pay-
ment of insurance premium.

93.   Under its Charter, PDIC has the authority to extend fi-
nancial assistance to prevent bank closure if the continued
operation of the bank is deemed necessary or is essential in
maintaining financial stability.  PDIC may also extend finan-
cial assistance to banks in sound financial condition and a
strong track record that seek to acquire control, merge or con-
solidate with insured banks that are in danger of closing or
already closed.

94. The first insured bank was closed in 1970. By mid-2000,
386 banks had been closed. Recognizing the importance of
prompt settlement of insured deposit claims in maintaining
confidence in the banking system, PDIC continues to find
means of improving claims settlement procedures. In the most
recent closure, pay-off operations commenced six calendar
days after the PDIC take-over of the bank.

95. Bank failures in the Philippines have had various causes
such as political instability, currency turmoil and high inter-
est rates. At the microeconomic level, bank failures have re-
sulted from insider abuses, poor management, and weaknesses
in risk management and control systems.

96. Regulators may delay closing banks to avoid disruptions.
While this is a legitimate concern, it should be balanced against

the adverse consequences when delays result in a bigger im-
pact in the industry and higher costs to regulators and deposit
insurers.

97. When the decision is made to keep a problem bank a
going concern, PDIC is mandated to extend rehabilitation as-
sistance but only if the cost of assistance is no more than the
cost of closure. In addition, the recipient must fulfil certain
requirements, such as commitment for capital infusion, change
of owners and officers, correcting bank practices and main-
tain adequate security for loan assistance.

98. Rehabilitation assistance may be given directly to indi-
vidual banks or through assisted mergers and acquisitions. It
may take a combination, whereby the PDIC grants loans, pur-
chases assets and assumes liabilities or placement of depos-
its. In liquidation, the closed bank’s assets and properties will
be converted into money with convenient speed at maximum
recovery.

Role of ADB and ADB Institute in
Financial Sector Development in the
Asia and Pacific Region

99. Mr. Tom Crouch, Manager, Financial Sector Indus-
try Division, ADB and Dr R.B. Adhikari, Senior Capacity
Building Specialist, ADB Institute spoke on the Role of
ADB and ADB Institute in Financial Sector Development
in the Asia and Pacific Region. Crouch provided some ba-
sic information regarding the role of ADB and its objectives
in fostering economic growth and cooperation in the region,
as well as in contributing to the acceleration of the process of
economic development of ADB developing countries.

100. ADB aims to reduce poverty in the region, which was
viewed as an unacceptable human condition and action was
necessary for development in the affected countries. Various
strategies are in place to achieve ADB’s overarching objec-
tive in poverty reduction, whereby individual country experi-
ences with growth and poverty vary widely. It has been
identified that the need for a robust financial sector is a key
ingredient to economic growth as this encourages the increase
in the quantity and quality of investment.

101. Before the financial crisis that broke out in East Asia in
mid-1997, economic growth in the region was largely financed
through the banking system. Major efforts were required to
develop local capital markets and reduce the reliance on banks.
In supporting capital market development, ADB encourages,
among others, the privatization of state-owned enterprises and
the promotion of pension reform.

102. On the part of the ADB Institute’s role in developing the
financial sector, Adhikari highlighted the Institute’s current
key initiatives for the region, including research and capacity-
building and training activities in strengthening the financial
and exchange rate systems, sustaining Asian competitiveness,
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and assisting in addressing the challenges of the public sector.
More specifically, he indicated the work of the Asian Policy
Forum, a new initiative of the Institute that –after completing
its policy recommendations on how to prevent another capital
account crisis–would be working on policy recommendations
for corporate bond market development in Asia.

Impact of Information Technology (IT)
on the Banking Industry

103. Dr. Tan Khee Giap, Head, Central Banking Policies
Research Unit, Nanyang Technological University,
Singapore, and ADBI Research Consultant covered the sub-
ject of the Impact of Information Technology (IT) on the
Banking Industry. He highlighted that as mentioned in the
World Development Report (1990), the long-term competi-
tiveness of an economy will hinge on the ability to transform
a country into a knowledge-based economy (KBE) in a timely
manner. City-states such as Hong Kong, China and Singapore
may face less difficulty in moving towards KBE, but for coun-
tries with geographical diversity and unbalanced regional de-
velopment, e-banking, if not properly planned and managed,
may lead to further income disparity.

104. Tan said that, under the stated vision of the Intelligent
Island IT2000 Report, the Singapore government hopes to
transform the republic into a highly efficient switching cen-
ter for goods, services, capital, information and people. Part
of the plan is to boost the economic engine, enhance the po-
tential of individuals, link the community locally and glo-
bally, and improve the quality of life. The online list of services
include foreign exchange, shares, equity, and unit trusts trad-
ing; general insurance purchases; traditional banking trans-
actions; general bank inquiries, applications and requests; and
e-commerce portal service through banks.

Country Specific Issues

105. The seminar participants presented and discussed their
respective country specific issues, which were organized into
four groups summarized below.

Group A: Hong Kong, China; Japan,
Republic of Korea, Singapore,
Taipei,China

106. The group presented a general introduction of each of
the economies’ regulatory and supervisory frameworks, and
used the case-study approach to illustrate some aspects of
banking sector reforms being carried out.

107. The main objectives, norms and standards of regulation
and supervision are targeted at prudential supervision for the
stability, soundness and effective working of the banking sys-
tem, including depositor protection. Each economy basically
complies with the Basle Core Principles for effective bank-

ing supervision. Implicit signals are in place in all the econo-
mies such as through continuous on-site and off-site reviews
and rating systems, such as use of the CAMEL approach, to
identify any weaknesses in the financial institutions.

108. Taipei,China’s case was used to illustrate the legal and
institutional constraints affecting banking reforms.
Taipei,China has too many regulatory bodies and a very com-
plicated financial system. For example, the supervision of
banks, insurance companies and the securities market is di-
vided among different authorities, creating duplication of
responsibilities that caused inefficiency in its supervisory
work.

109. In view of the growing trend towards universal bank-
ing and financial globalization, the government decided to
consolidate the work of financial supervision and examina-
tion by setting up a single agency that reports directly to the
Premier.

110. On measures to strengthen corporate governance,
Taipei,China requires that the general manager and directors
of a bank be approved by the Ministry of Finance. In addi-
tion, banks are required to increase the number of directors
and supervisors with professional background and the chair-
persons are required to have the right level of expertise. Ev-
ery institution will be required to establish an internal audit
system to enhance internal governance. Stricter restrictions
on related-party exposures have also been imposed.

111. Bank restructuring in Japan was affected due to a sig-
nificant level of NPLs resulting from the collapse of its bubble
economy. In 1998, the Japanese Diet passed a law to provide
the necessary financial assistance to re-capitalize all banks
and to protect all depositors. To facilitate mergers among banks
and financial groups, banks were allowed to set up holding
companies to limit some of the contagion risks in the opera-
tion of their subsidiaries.

112. In Korea, bank restructuring was brought about through
the establishment of a new supervisory body, the Financial
Supervisory Commission (FSC) and its executive arm, Fi-
nancial Supervisory Services (FSS). Furthermore, the pow-
ers of Korean Asset Management Company (KAMCO) and
the Korean Deposit Insurance Corporation (KDIC) were en-
larged to deal with problems caused by rising NPLs and loss
of depositor confidence. In the process, FSC closed five ail-
ing banks and their assets and liabilities were transferred to
five acquiring banks, while the KDIC compensated the ac-
quiring banks for any shortfall between the assets and liabili-
ties of the ailing banks.

113. With respect to IT and banking, Singapore and Hong
Kong, China’s guidelines on Virtual Internet Banking require
that Internet-only banks must satisfy the same prudential cri-
teria that apply to conventional banks.
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Group B: Bangladesh, India, Maldives,
Nepal, Pakistan, Sri Lanka

114. In South Asian countries (Group B), the various laws
and legal provisions are already in place, such as the Bank-
ing Companies Acts. Enforcement of these laws, however,
is weak in most of them due to lengthy legal processes.
Whereas the Central Bank in India is largely autonomous,
the central banks of the other countries are often driven by
governmental policies.

115. In all these economies, banks both in the public and pri-
vate sectors are supervised by the central banks. CAMELS
are largely in place for on-site and off-site examination with
country specific changes. The Basle Core Principles are at
varying stages of adherence, as the required infrastructure is
different in each country.

• In Nepal, early warning signals are not well developed
in public sector banks. These are being developed in the
Central Bank with the assistance of the IMF, the World
Bank and ADB.

• In Pakistan, most industry standards, such as prudential
regulation, have already achieved convergence to inter-
national criteria. Early warning signals have been built
into the system.

• In Sri Lanka, the Central Bank has developed a comput-
erized system for data collection for offsite surveillance
and a newly introduced risk-based approach is in the pro-
cess of implementation.

• In Maldives, on-site and off-site surveillance is in place.

• In India, the supervisory system existing in the Reserve
Bank of India oversees the working of banks. A Board
for Financial Supervision was set up for an integrated
approach to financial sector supervision.

116. In all these economies, attempts are being made to
strengthen corporate governance in banks. In the area of IT,
the private sector and foreign banks in all these economies
have computerized systems, but public sector banks are at
varying stages of implementation.

117. While deposit insurance schemes are already in place in
Bangladesh and India, there is no such provision in Pakistan,
Nepal and Maldives. In Sri Lanka, deposit insurance is in
operation on a voluntary basis.

118. Although these economies withstood the recent finan-
cial crisis, bank restructuring has been taken up earnestly in
some countries by way of either re-capitalization, downsizing,
enhancing capital adequacy or mergers. In Nepal, the estab-
lishment of an AMC was proposed as an ARC (an equivalent
of AMC) to deal with the NPL problem. In Pakistan, a law is
being enacted for the establishment of a Corporate Restruc-
turing Corporation, while in India an ARC is presently under
consideration.

Group C: Indonesia, Malaysia,
Philippines, Thailand

119. Group C identified the primary legal and institutional
constraints in their economies as secrecy of bank depositors
and restriction of bank supervisors in ascertaining the true
state of a bank’s financial condition. The central bank’s en-
forcement of rules and regulations was hindered by the ab-
sence of a universal bank structure (as in Indonesia), the lack
of autonomy in formulating and enforcement of banking rules
and regulations, and a slow judicial process.

120. Concerning bank regulation and supervision, Malaysia
and Thailand have generally complied with all the Basle Core
Principles. The Philippines has fully complied with all but
five principles. In the case of Indonesia, the IMF assessment
showed compliance with only seven principles and the IMF
at present is providing assistance in implementing the core
principles.

121. The regulator’s assessment of the health and related risks
of banks was carried out through on-site and off-site exami-
nations. The CAMEL(s) framework mechanism is being em-
ployed to evaluate the overall performance of banks in all
these economies with the exception of Malaysia. Instead, it
has already adopted the risk-based approach for bank exami-
nation, while other countries are gradually shifting from the
traditional to this approach.

122. To complement the regulator’s assessment, the role of
internal auditors has been enhanced in the case of Malaysia,
while the BSP requires banking institutions to hire the ser-
vices of external auditors effective from the year 2000 in the
case of the Philippines. To complement on-site assessment of
the risk management system, the central bank adopted an off-
site surveillance approach through monitoring the financial
condition of a bank from the reports submitted to the central
bank. Off-site monitoring provides immediate warning sig-
nals on the operations of banks and enables the central bank
to keep track of potential problem banks. This early warning
system had already been in place in the Philippines and Ma-
laysia.

123. Bank restructuring has been carried out by way of loan
grants, purchasing of bad assets, assumption of liabilities,
placement of deposits, closures or merging, re-capitalizing,
or sale of troubled banks to financially viable institutions.

124. AMCs were decentralized at both the individual bank
and governmental level to accelerate improvement in asset
quality. In Malaysia, however, AMCs are centralized through
the establishment of Danaharta whereas the Indonesian IBRA
was established to maximize recovery but not for rapid asset
resolution. In mapping out debt restructuring measures in sup-
port of negotiations between borrowers and creditors, Thai-
land set up the Corporate Debt Restructuring Advisory
Committee (CDRAC), while Malaysia established the Cor-
porate Debt Restructuring Committee (CDRC). In Indonesia,
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the work was done with the setting up of the Indonesia Debt
Restructuring Agency (IDRA) and the Jakarta Initiative Task
Force (JITF).

125. The group predicted that mergers and consolidation
would most likely pervade the banking industry as individual
banks position themselves for improved market access, busi-
ness creation, shared know-how, coordinated business strate-
gies and shared resources. The interplay of regulatory reforms
in each country will promote more proactive banking super-
vision in keeping with international standards. The ability to
assess the quality of the varied risk management systems of
banks will ensure that banks manage their risk profile. The
strengthening of supervisory information systems and the
employment of new technologies addressed complexities of
growing technologies and increasingly sophisticated markets.

Group D: Cambodia, Mongolia,
Myanmar, Viet Nam

126. Group D had similar economic systems with financial
sectors that are mono-banking type systems. Mongolia is in
transition toward a market-based economy, driven mainly
by new trends in the development of the financial sector,
similar to other economies of the group. The new financial
sector of Mongolia inherited the mono-banking system,
where the State Bank of Mongolia conducted all banking
businesses. It has now shifted to a two-tier banking system
with the functions of the Central Bank separated from those
of commercial banks.

127. In Viet Nam, the Law on the State Bank of Viet Nam and
the Law on Credit Institutions played a most important role
in the reforming process of its banking system. On-site and
off-site supervisions are the methods employed. Bank super-
vision is being consolidated actively in response to the col-
lapse of small credit institutions in the early 1990s.

128. With the introduction of a market-oriented economy in
late 1988, Myanmar’s financial sector reforms had been the
foundation for the establishment of a modern financial sys-
tem. Banking supervisors keep track of private banks through
returns submitted to the Central Bank. Offending banks are
penalized for non-compliance of the prudential provisions.
The Central Bank has started to adopt the Basle Core Prin-
ciples and has managed to regulate the banking sector with a
focus on stability.

129. The Asian financial crisis did not affect Myanmar di-
rectly because its financial sector was not linked to global
financial markets. The health and risk of banks are being as-
sessed on the basis of returns submitted by them, as an early
warning system has not yet been developed. The main ob-
stacles in making the banking sector more efficient and resil-
ient lie in improving its competitiveness prior to the opening
of the banking sector to foreign banks according to the ASEAN
liberalization agreement.

130. A two-tier banking system has been in place since the
role of the National Bank of Cambodia was transformed in
1989. Capital market activities do not formally exist in Cam-
bodia. Capital planning, however, continues as an item for
future consideration due to the prerequisites, the underpin-
ning legislation, the financial sector infrastructure to support
a sound financial market and a payment system.

131. Regulations have been drafted for the operation of a credit
window to finance short-term liquidity requirements of banks.
The regulations have not yet been implemented since bank
requirements are in dollars, and providing dollar support would
be contrary to the Central Bank’s strategy to move away from
dollar reliance.

132. The current tools available for monetary control are re-
stricted to limits on NBC financing of the budget, sharp re-
duction of commercial bank credit to public companies,
reserve requirements, and the purchase and sale of foreign
currency. The new Financial Institutions Law defines bank-
ing operations and establishes guidelines for licensing of
banks. A special securities commission, however, has been
set up to supervise securities agencies.

Conclusions

133. Joyosumarto, Adhikari, Tan and Lee summed up the
conclusions of the Seminar as follows.

• Prudential regulation is the basic requirement for bank su-
pervision. Basle Core Principles are the necessary pre-req-
uisites for regulatory prudence. According to the experiences
of various countries, however, the necessary financial re-
sources and “iron-will” enforcement are even more impor-
tant than a well-founded regulatory infrastructure. Without
suitable resources and enforcement, any banking reform will
fail.

• Banking reform should accompany financial market reform.
There is a need for more developed financial markets to
facilitate the underwriting of financial instruments to finance
the reform at lower cost. As such, attention should also be
placed on the issue of financial market development.

• Bank regulators should always balance between direct regu-
lation and market discipline. Such a balancing act between
the two is a matter of art, instead of a fixed rule approach.
The defined balance should progress as the financial sys-
tem evolves. Eventually, when the economy is well devel-
oped, market discipline should be the dominant force in
shaping the banking industry.

• For legal and institutional issues, the power and indepen-
dence of central banks need to be enhanced if supervision
is to be effective. Bankruptcy laws should also be enacted
and tested while the banking industry goes through the re-
structuring and re-capitalization processes.

• The banking system revolution and reform saw deposit in-
surance schemes as an emerging phenomenon in the bank-
ing industry but they have yet to receive wide-spread
popularity. The management profile of banks needs to be
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enhanced through recruitment of foreign talent from more
developed economies as bank risks are internationalized.
Either a challenge or a threat to the conventional banking
industry may result from the significant changes posed by
information technology and Internet advancement affect-
ing the fundamental nature of delivering financial services
by non-bank financial institutions.

• The banking industry’s early warning signals, which are
currently being developed by international agencies, are con-
fronted with difficulties since information disclosure from
banks and central banking authorities is still not forthcom-
ing. Many of the developing economies expressed concerns
over supervision and regulation pertaining to Internet-only
banks (IOBs), which reflected the lack of confidence and
comprehension brought about by new technology in the
banking industry. A new trend is to adopt an omnibus stat-
ute whereby all financial institutions are to be regulated or
governed under one provision.

• In risk management, banks should be encouraged to under-
take activities based on ‘core competence’ since this would
be vital to prudent risk management. Activities acquired by
banks where there is lack of core competence to manage them
should be divested over time. Non-performing loans should
also be periodically revealed and disclosed to authorities and
subject to consistent and ‘acceptable’ loan categorizations.

• From the presentation of country reports, there was a di-
versity of banking reform problems faced by countries in
the region. Each country was unique in terms of the stage
of economic development and socio-economic environment.
It is therefore difficult to prescribe one cure-for-all formula
to resolve banking reform problems for all countries.

• The banking reform issue has two dimensions. One is to
recover from the current financial crisis. The other is to
face the competition of banks from more advanced econo-
mies. It is these simultaneous challenges that make the task
of banking reform so difficult in this region.

• From the discussions, it was clear that the objective of bank-
ing regulation is more than the promotion and practice of
safety and soundness of the banking industry. Attention
could also be paid to the social agenda that the banking
industry should bear. For example, the financial needs of
women and minorities could be an important issue in a par-
ticular country.

• Research and training is the core for upgrading financial
operations of the banking industry. Each country should
have some type of banking research and training center to
train regulators, directors and staff. With an up-to-date
knowledge for bank operations, a country’s banking indus-
try would have a better chance to compete with banks from
more advanced economies.

Following issues gathered from country experiences
would need to be addressed positively:

• Over-banking in many Asian economies including the
ASEAN-10 countries

• Profitability for banking industries in East Asia is not
yet “normalized”

• Corporate  and banking restructuring are not moving
forward as fast as they should be (Thailand, Malaysia
and Indonesia)

• State-owned banks (SOBs) continue to dominate the
banking sector in transitional economies (Laos,
Myanmar, Viet Nam and Mongolia)

• Priority sector lending should be conducted more care-
fully and non-market oriented practices to fund com-
mercial companies such as ‘directed lending’,
‘pre-approved loans’and ‘directed funding’ to loss-
making state-own enterprises (SOEs) are still wide-
spread in manyAsian economies

• Furthermore, there are areas that require further research
and deliberations at similar seminars. These include pru-
dential regulations and supervision of non-bank finan-
cial institutions, e-banks and micro finance institutions;
corporate governance of banks and their role in ensur-
ing corporate governance of businesses; and AMCs and
deposit insurance schemes

134. On behalf of the sponsoring institutions, Subarjo gave
the closing remarks in which he thanked all the participants,
their respective employers and governments and the resource
persons. He also thanked the ADB Institute’s officer in-charge
for the seminar, Dr. Adhikari, and the SEACEN team headed
by Mr. Cheong Kwok Yew and co-ordinated by Mr. Khim
Boon for the successful completion of the seminar.
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